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Income-tax Department
Edited

by

Stephen G. Rusk

The decision of the circuit court of appeals that profit realized on sale of
county or municipal bonds is not subject to federal income tax is one that will
open the door to considerable discussion. This decision, it will be remembered,
is an affirmation of one made November 17, 1928, by the United States district
court, district of Minnesota, in the case of Charles W. Bunn v. Collector.
The court holds, “While taxation of a privilege where the tax was measured
by property or income consisting in whole or in part of such securities has been
upheld, yet the distinction has been carefully observed ‘between an attempt to
tax the property or income as such and to measure a legitimate tax upon the
privileges involved in the use thereof’, and no such tax has been sustained
where it was levied directly upon such securities or the income therefrom.”
It is to be assumed that bond houses which purchase entire issues of county
and municipal bonds and resell them to their clients at a profit are exercising a
privilege involved in the use of such bonds and that the profits are taxable.
Furthermore, it is undoubtedly a proper assumption that the client who pur
chases these bonds is not subject to tax on the profits realized on sale or other
disposition of such securities. If this is a proper interpretation of the distinc
tion (of which we are not certain), it seems to the lay mind a rather fine dis
tinction.
It is probably true that the ultimate purchaser of these bonds is animated by
a desire to acquire property the income of which is assured and the principal of
which is subject to little, if any, fluctuation of value. It is not equally clear
that the taxation of an increase of value realized by the ultimate purchaser
would “prove a burden on loans” and “an impediment to the power of bor
rowing.”
However, if one carefully ponders the subject he becomes cognizant of the
fact that interest rates fluctuate and, therefore, the value of bonds as an income
producing instrumentality must also fluctuate. One can readily conceive that
a bond, issued by a municipality whose credit is of prime quality at a rate of
interest which at the time of issue was conservative, may, at some time in the
future, have a value in excess of its par value because its yield is in excess of the
yield of current securities of a like character. If, at such a time, the holder of
the bond for any reason sells it at the current market, he will, of course, realize
a profit, but it is not quite apparent why the taxing of the profit would effect
an impediment to the power of borrowing.
The reason behind this decision seems to turn upon what animates an ulti
mate purchaser of county and municipal bonds to acquire such securities. It
never has occurred to us that such bonds were desirable for other than their
income-producing proclivities, and in using the word income we have in mind
only income from interest. It has always been accepted by us that any income
or loss from sale or other disposition of such securities resulted in taxable gain
or loss.
To fortify our view of this problem we remember that bond buyers, in
determining the price to be bid for the issue, consider the credit of the issuing
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government; its power to levy taxes to meet the debt service involved in the
issue, and the ability of the taxpayers to pay the taxes to be imposed on them.
Upon acquiring the bonds at par or at more or less than par, the bond houses
offer them to the public and sell them on the basis of what they will yield in
interest. In other words, it has always seemed apparent that the purchasers
of these securities were animated by the yield in interest and the assurance that
the principal would be forthcoming at date of maturity. If the bonds were
purchasable at less than par, that factor was evidenced in the yield, which
would, of course, be higher, and the purchaser gambled that the principal would
be paid on maturity thereof.
This decision should be very helpful to the market value of county and
municipal bonds which, because of speculation in stocks and high interest rates,
have been in the doldrums for some time.
SUMMARY OF RECENT RULINGS
The depreciation determination made by the commissioner in ascertaining
the gain or loss on the sale of a manufacturing plant is approved, it being held
that the burden of proof resting on a taxpayer, even in an equity suit, who
contests the prima-facie correctness of such determination was not sustained.
(U.S. district court, district of Connecticut. U. S. of America v. Frank P.
Farrell, et al.)
Under sales agreements insuring purchasers against loss from market price
declines, payments made to such purchasers in the year subsequent to the year
of sale are held not deductible by the vendor from income of the year of sale
inasmuch as the liability did not accrue in that year. (U. S. circuit court of
appeals, middle district of Pennsylvania. Highland Milk Condensing Co. v.
D. W. Phillips, collector.)
Compensation paid officers owning 98 per cent. of the stock of a corporation,
under a contract to pay them a salary and a commission on all business in excess
of a specified amount, pursuant to which contract all but a small part of the net
profits were absorbed, is held unreasonable, and the redetermination by the
board of the amount of salaries deductible as a business expense is affirmed.
(U. S. circuit court of appeals of the seventh circuit. Am-Plus Storage Battery
Company v. Commissioner of internal revenue.)
The instalment basis of reporting income from the sale of real estate in 1925
is held allowable under section 212 (d) of the 1926 act where the aggregate of
the down payment and of payments made during the year was less than one
fourth of the purchase price and there were second-mortgage notes for ap
proximately one third the purchase price payable in five annual instalments,
notwithstanding the fact that the purchaser assumed first-mortgage notes in an
amount slightly in excess of one half the purchase price, it being held that no
benefit was received by the seller with respect to such notes until they were
paid according to their tenor. (District court of the United States, western
district of Kentucky. 5. J. Schneider, trustee of the estate of Bagby-Howe Drug
Company, bankrupt, v. Robert H. Lucas, collector of internal revenue.)
Contributions made by an individual to the Philadelphia Award in 1921 and
1922 under an instrument held to have created a trust are held not deductible
under section 214 (a) (11) of the 1921 act, not being made to or for the use of a
political subdivision of the United States for exclusively public purposes, be
cause the city of Philadelphia was given no control whatever over the trust fund
created, nor to or for the use of a “corporation, or community chest, fund, or
foundation,” the immediate donee not being a corporation in the ordinary sense,
nor a community chest, a community fund, or a community foundation. (Dis
trict court of the U. S., eastern district of Pennsylvania. Edward W. Bok v.
Blakely D. McCaughn, collector.)
The value of goodwill acquired for stock in 1916 is determined for investedcapital purposes, being based on a consideration of the opinion of qualified ex
perts offered in testimony, which it is held that board, in the absence of knowl
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edge, experience and judgment of its own, could not disregard. (U. S. circuit
court of appeals for the third circuit. Boggs & Buhl, Incorporated v. Commis
sioner.)
The decision of the trial court that a partner, in 1917 shortly prior to partner
ship liquidation, made a valid gift to his wife and daughter of his share of the
partnership profits if and when made, is affirmed, there being no exceptions
taken on the trial except as to the final findings and judgment, the former not
being a special finding authorizing review to determine whether the facts found
supported the judgment. (U. S. circuit court of appeals, eighth circuit. Ed.
P. Myers v. A. B. Allen, collector.)
An association operating under a declaration of trust is held on the facts to
have been conducting a business for profit in quasi-corporate form and there
fore is liable for tax as a corporation under the 1918 act. (U. S. circuit court of
appeals, third circuit. Little Four Oil & Gas Company, a trust, v. D. B. Heiner,
collector.)
Profit realized from the sale of county or municipal bonds is held not subject
to federal income tax inasmuch as the enforcement of such a tax would interfere
with the proper exercise of the governmental powers of a state and would prove
a “burden on loans” and an “impediment to the power of borrowing.” (Cir
cuit court of appeals, eighth circuit. L. M. Willicuts, collector, v. Charles W.
Bunn.)
The commissioner’s determination of the taxable status of corporate surplus
distributed to stockholders as a partial liquidating dividend is approved, such
determination being made on the basis that profit on the sale at the cost price
of depreciable assets sold subsequent to March 1, 1913, but acquired prior
thereto was realized in the difference between the sales price and the cost de
preciated from the date of acquisition to the date of sale at a flat rate on the
cost thereof, and that the entire amount of such profits was accumulated subse
quent to March 1, 1913, in the absence of any evidence of the value on that
date, the burden relative thereto being on the taxpayer. The circumstance
that error in depreciation adjustments is beyond correction as to the corpora
tion is no reason why it should be perpetuated and result in further improper
loss to the government and further improper gain to the stockholders. (U. S.
circuit court of appeals, eighth circuit. A. C. Holmquist v. David H. Blair,
commissioner.)
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